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WOLFE, Special Trial Judge: This case was heard pursuant to

the provisions of section 7463 of the Internal Revenue Code in
effect at the time the petition was filed. The decision to be
entered is not reviewable by any other court, and this opinion
should not be cited as authority. Al Rule references are to the

Tax Court Rules of Practice and Procedure.
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Respondent determ ned a deficiency of $3,102 in petitioners’
1999 Federal incone tax. After a concession by petitioners,?! the
sol e issue for decision is whether petitioners’ gross incone for
1999 nust include a check for $11,091.90 that they received in
1999 but did not cash until 2000.

Sone of the facts have been stipulated and are so found.
The stipulation of facts and the acconpanying exhibits are
i ncorporated herein. Petitioners resided in Tracy, California,
at the tine the petition was filed.?

Backgr ound

In 1993 petitioners acquired 40 acres of land in Tracy,
California. Petitioners planted apricot trees on the |land for
t he purpose of comercially farmng apricots. Petitioners

entered into a managenent agreenment with Stephen Pellegri, Sr.

1'n the notice of deficiency, respondent deterni ned that
petitioners failed to report dividend i ncone of $80. Petitioners
conceded this issue.

Prior to trial, petitioners filed a notion to shift the
burden of proof to respondent. Under sec. 7491(a) of the
I nt ernal Revenue Code, the burden of proof shifts to respondent
if the taxpayer: (1) Has conplied with substantiation
requi renents under the Internal Revenue Code; (2) has maintained
all records required by the Internal Revenue Code and has
cooperated wth all reasonable requests by respondent for
i nformati on, docunents, neetings, etc.; and (3) introduces
credi bl e evidence with respect to any factual issue relevant to
ascertaining the liability of the taxpayer for any tax inposed
under subtitle A or B. Petitioners have satisfied the
requi renents of sec. 7491(a). However, as the discussion bel ow
shows, the resolution of this case does not depend on which party
has the burden of proof, and therefore petitioners’ notion is
noot .
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(Pellegri Sr.), one of the nore promnent farnmers in the Tracy
area. In addition to allocating various expenses between the
parties, the agreenent provided that Pellegri Sr. would manage
the apricot farm and that he would receive as “rent” on the
apricot trees 70 percent of the revenue fromthe trees. The
managenent agreenent was a 2-page, unsigned, undated, hand-
written docunent. It did not cover the question of how the
parties would resolve clains that mght arise against third
parties.

Craig MIler (petitioner) had sone involvenent in the
operation of his apricot farm Anong other activities,
petitioner assisted in planting trees, applying protective coats
to the trees, and spraying ditches.

Pel l egri Sr. purchased fertilizers and pesticides from John
Taylor Fertilizers Co., Inc. (JTF) for petitioners’ apricot farm
Pellegri Sr. had been a regular custoner of JTF in connection
with other farmng activities before working with petitioners.

During 1999, Pellegri Sr.’s health suffered due to cancer.
As a result, Pellegri Sr.’s sons took an increasingly active role
in the managenent of petitioners’ apricot farm and petitioners
dealt primarily with Stephen Pellegri, Jr. (Pellegri Jr.).

During April and May of 1999, petitioners’ apricots suffered
ext ensi ve damage due to m sapplication of pesticides and a

failure to control a powdery m | dew that devel oped on the
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apricots. To assess the damage, JTF hired Neil Phillips
(Phillips), an agricultural consultant enployed by Rush, Marcroft
and Associates, a firmspecializing in forensic agronony.

In June 1999, petitioner participated in a neeting (June
meeting) wth, anong others, John Taylor, Phillips, Pellegri Jr.,
Don G annecchini (G annecchini), a representative of JTF, and
Steve Bogetti (Bogetti), an owner of a packagi ng conpany. At the
June neeting, Phillips and Bogetti estimated that the danage to
the apricots on petitioners’ farmwas $105, 000.

Bet ween June and Novenber of 1999, Ms. MIller tel ephoned
G annecchini and other representatives of JTF and advi sed t hem
that the Pellegris were not authorized to make a settlenent on
behal f of petitioners and that in the event of a settlenent
petitioners should receive the proceeds directly fromJTF.

I n Novenber 1999, Pellegri Sr. visited petitioners at their
home and infornmed themthat he had negotiated a settlenment with
JTF concerning the danage to the apricots. Pellegri Sr.
presented petitioners with a 4-page report witten by Phillips,
including a calculation that the total damage was $36, 973, and a
check dated Novenber 1, 1999, for $11,091.90 (30 percent of
$36,973). There were no restrictions or conditions on the face
of the check. Pellegri Sr. told petitioners that the check

represented their share of the settlenment proceeds fromJTF
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concerning the damage to the apricots. Petitioners expressed
t heir di sapproval but accepted the check.

On Decenber 3, 1999, petitioners met with Phillips, Pellegr
Jr., and G annecchini. Petitioners asked Phillips to explain why
his final damage estimate was so much |l ess than the estimate of
$105, 000 that he had rmade at the June neeting. Phillips clained
that he had | ost the notes that he had used in making the
previous estimate. @ annecchini infornmed petitioners that the
Pel l egris had executed a rel ease of the claimagainst JTF but
that he did not have a copy of the release for themat that tine.
Petitioners expressed their disapproval of any such rel ease, and
they rem nded G annecchini of their instruction to himthat the
Pell egris were not authorized to nake a settlenment on their
behal f.

On Decenber 7, 1999, G annecchini brought to petitioners
home a copy of the release and a copy of the check fromJTF
payable to Pellegri Sr. for $36,973. Both the release and the
check were dated Novenber 2, 1999. The release provided in
rel evant part:

In return for the paynment of a total of $36,973.00,

recei pt of which acknow edged, Steve Pell egri and Sons

hereby rel eases John Taylor Fertilizers Co./WI bur-

Ellis Co., EIf Atochem North Anerica, their owners and

enpl oyees, and their heirs, executors and assigns, from

any claimof damages to their 1999 apricot crop,
resulting from pesticide applications.
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On Decenber 9, 1999, petitioners contacted an attorney,
Dani el MDaniel (MDaniel). MDaniel advised petitioners not to
cash the check in order to prevent jeopardizing their |egal
position against JTF. On the basis of the information provided
by petitioners, MDaniel believed that JTF had tendered the check
to Pellegri in full and final paynment for both the Pellegris’ and
petitioners’ clainms. MDaniel and petitioners calculated a claim
that petitioners were entitled to $29,506.32 fromJTF. 1In a
letter to JTF dated Decenber 16, 1999, MDaniel wote:

my clients are willing to accept paynent of the sum of

$29,506.32 in full and final settlenment of all clains

inthis matter, provided that paynent is made within

fifteen (15) days. W are holding Steve Pellegri’s

check in the sumof $11,091.90, which can be credited

to the $29,506.32 with the agreenent of all concerned.

This would | eave a net of $18,414.42 due from your

firm * * * |f paynment is not nade, however, our offer

is withdrawn and we will proceed as deened appropriate.

JTF did not imrediately respond to the letter.

During the foll ow ng nonths, MDani el nmade severa
unsuccessful attenpts to negotiate a settlenent with JTF. In
April 2000, petitioners stopped pursuing their claimagainst JTF
and cashed the check. Their decision was based in part on
McDani el ’s advice against litigating and in part on petitioners’
pressi ng need for the noney.

Petitioners did not include the check as incone on their
1999 Federal income tax return. Instead, in a footnote on that

return petitioners disclosed receiving a paynent of $11, 091. 90,

but they explained that they were not reporting the paynent as
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i ncone for 1999 because it was received “subject to dispute and
possible litigation.”

Di scussi on

Section 451(a) of the Internal Revenue Code provides that
t he amount of any item of gross inconme shall be included in the
gross incone for the taxable year in which received by the
t axpayer unl ess, under the nmethod of accounting used in conputing
taxabl e i ncome, that amount is to be properly accounted for in a
different period. A taxpayer who reports inconme under the cash
met hod of accounting must report incone for the taxable year when
it is actually or constructively received. Sec. 1.451-1(a),
I ncone Tax Regs. Section 1.451-2(a), Inconme Tax Regs., defines
constructive receipt as foll ows:

I ncone al t hough not actually reduced to a taxpayer’s

possession is constructively received by himin the

taxabl e year during which it is credited to his

account, set apart for him or otherw se made avail abl e

so that he may draw upon it at any tine, or so that he

coul d have drawn upon it during the taxable year if

notice of intention to w thdraw had been given.

However, incone is not constructively received if the

t axpayer’s control of its receipt is subject to

substantial limtations or restrictions. * * *

Whet her a taxpayer has constructively received incone is

essentially a question of fact. Childs v. Conm ssioner, 103 T.C.

634, 654 (1994), affd. w thout published opinion 89 F.3d 856
(11th Gr. 1996). W have long held that the doctrine of
constructive receipt is to be applied sparingly and is to be

i nvoked only when the taxpayer has an unrestricted right to
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recei ve paynent of noney that is available to him Furstenberg

v. Conmm ssioner, 83 T.C. 755, 792-793 (1984); Basila v.

Comm ssioner, 36 T.C. 111, 115-116 (1961) (citing Gullett v.

Comm ssioner, 31 B.T.A 1067, 1069 (1935)).

Ordinarily a check constitutes inconme to a cash basis

t axpayer when he receives it. See Walter v. United States, 148

F.3d 1027, 1029 (8th GCr. 1998); Estate of Kamm v. Conm SsSioner,

349 F.2d 953, 955 (3d Cir. 1965), affg. T.C. Menp. 1963- 344;

Kahler v. Conm ssioner, 18 T.C 31 (1952). However, if a check

is received subject to a substantial limtation or restriction,
t he check does not constitute incone to a cash basis taxpayer

See Fischer v. Comm ssioner, 14 T.C. 792, 802 (1950); Bones V.

Commi ssioner, 4 T.C. 415, 420 (1944); sec. 1.451-2(a), Incone Tax

Regs. In Bones, we held that where cashing a check would inpair
a taxpayer’s |l egal position by creating a situation that m ght be
construed as an accord and satisfaction concerning a disputed
claim the taxpayer’s refusal to cash the check did not result in
constructive receipt. [|d. at 420.

The question of what constitutes an accord and satisfaction
is not easily decided, and it is not essential to the disposition
of this case to nmake any definitive holding as to whether cashing
t he check woul d have created an accord and satisfaction. See id.
Rat her, the focus is on the reasonabl eness of petitioners’

deci sion not to cash the check in |light of the governing |aw
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concerning accord and satisfaction. See id.; Stoller v.

Conmi ssioner, T.C. Menp. 1983-319. | n Bones v _Commi SSi oner,

supra at 420, we concluded that “the circunstances were such that

petitioner could reasonably and prudently understand his position
to be such that if he accepted the offer which was made upon the
condition stated an accord and satisfaction would have resulted.”
A taxpayer’s subjective belief, however, is irrelevant in
determ ning whether the receipt of a check is subject to
substantial limtations or restrictions (i.e., whether cashing it

woul d have created an accord and satisfaction). Fronson v.

United States, 32 Fed. d. 1, 7 (1994).

Whet her cashing a check woul d have created an accord and
satisfaction is to be resol ved under State law. See id. at 7-8;

Stoller v. Conm ssioner, supra (holding taxpayer in constructive

recei pt where taxpayer refused to cash a check purporting to
represent final paynent for services perforned although under New
York | aw, taxpayer could have cashed the check w thout inpairing
his cl ai m by endorsing the check “w thout prejudice”, “under
protest”, or the like). Accordingly, whether petitioners
constructively received $11,091.90 in 1999 turns on whether they
had a reasonabl e belief that cashing the check woul d have
inpaired their claimagainst JTF under the | aw of the State of

Cal i forni a.

California Uniform Commercial Code section 3311 (California
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Code section 3311)(West 2002) provides in pertinent part:

Accord and satisfaction by use of instrunment

(a) If a person against whoma claimis asserted
proves that (1) that person in good faith tendered an
instrunment to the claimant as full satisfaction of the
claim (2) the anount of the claimwas unliquidated or
subject to a bona fide dispute, and (3) the clai mant
obt ai ned paynent of the instrunment, the follow ng
subdi vi si ons apply.

(b) Unless subdivision (c) applies, the claimis

di scharged if the person against whomthe claimis

asserted proves that the instrument or an acconpanyi ng

written comruni cation contai ned a conspi cuous st at enent

to the effect that the instrunment was tendered as ful

satisfaction of the claim
Subdi vision (c) of section 3311, referred to above, does not
apply here to prohibit discharge of the claim According to the
Uni f orm Commerci al Code Comments, California Commercial Code
section 3311 follows California s common |law rule that cashing a
check offered as full satisfaction of a disputed claimresults in
an accord and satisfaction, thereby precluding the payee from
cashing the check and refusing to be bound by the condition.

Cal . Commercial Code sec. 3311, comrents 2, 3. (West 2002).

Whet her California Comrercial Code sec. 3311 applies to this
case turns on whether the check or an acconpanying witten
conmmuni cati on contai ned a conspi cuous statenent to the effect
that the check was tendered as full satisfaction of the claim
Pellegri Sr. personally delivered the check to petitioners at
their honme. Although Pellegri Sr. informed petitioners that he

had negotiated a settlenment with JTF, there were no restrictions
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or limtations on the check itself. Petitioners received the
check acconpanied by Phillips' s report, which expl ained the
conputation of the total damages. About 3 weeks later on
Decenber 7, 1999, G annecchini delivered to petitioners a copy of
the release. The release provided that in return for a paynent
of $36,973, receipt of which was acknow edged, Pellegri rel eased
JTF and its associates fromany claimof danmages to their 1999
apricot crop resulting frompesticide applications. Although the
rel ease failed to nention petitioners and inplied that the
Pellegris were the owners of the apricots, it would have been
reasonabl e for petitioners to believe that cashing the check
m ght have di scharged their claimagainst JTF under California
Code section 3311.

Section 1207(a) of the California Commercial Code is
identical to section 1-207 of the Uniform Commercial Code in
effect in New York, N Y. Uniform Comercial Code Law sec. 1-207

(McKi nney 1993), on which we relied in Stoller v. Conmm ssioner,

supra. In the Stoller case we held the taxpayer in constructive
recei pt of income on receipt of a check even though the amount of
the underlying obligation remained in dispute. Section 1207(b)
of the California Comercial Code states that *Subdivision (a)
does not apply to an accord and satisfaction.” The |aw of

California concerning accord and satisfaction on its face is
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different fromthe |aw of New York, on which we relied in the
Stoller case.

California Gvil Code section 1526(c) (California Code
section 1526(c)) (Wst Supp. 2002) provides that “the acceptance
of a check or draft by a creditor constitutes an accord and
satisfaction when the check or draft is issued pursuant to or in
conjunction with a release of a claim” The reference to
“release” in California Code section 1526(c) “nust therefore
contenpl ate a nutual understanding (not necessarily in witing)
that was reached before the debtor issued the check containing

the notation.” Dirs. @Quild of Am v. Harnony Pictures, Inc., 32

F. Supp. 2d 1184, 1189 (C.D. Cal. 1998) (enphasis added). 1In

Dirs. GQuild of Am the court stated that because the parties did

not reach a mutual understandi ng before the issuance of the
check, a letter that the debtor enclosed with the check stating
that the check was “full and final paynent and settlenent of any
and all contributions, interest, audit fees, and |i qui dated
damages” did not constitute a release within the neani ng of

Cali fornia Code section 1526(c). I|d. at 1186, 1189.°3

Here, although there was no nmutual understanding of a

5ln Dirs. Quild of Am v. Harnony Pictures, Inc., 32 F
Supp. 2d 1184, 1189 (C.D. Cal. 1998) the United States District
Court concluded that relevant portions of California Cvil Code
sec. 1526 and California Comrercial Code sec. 3311 are in
conflict, and the court gave effect to the | ater-enacted
Commerci al Code sec. 3311.
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rel ease between JTF and petitioners before the check was issued,
t here may have been such a mutual understandi ng between JTF and
the Pellegris prior to the issuance of the check.* Petitioners
reasonably coul d have believed that there was a nutua
under st andi ng between JTF and the Pellegris before the issuance
of the checks to Pellegri Sr. and to petitioners and that the
mut ual under standi ng woul d be inputed to petitioners, thereby
creating an accord and satisfaction under California Cvil Code
section 1526(c).

Al t hough we believe that California Comrercial Code section
3311, discussed above, states the California lawrelevant to this
case, we note that the common | aw of California would govern if
no statute applied. Under the common |law of California, the
el ements of accord and satisfaction are: (1) A bona fide dispute
between the parties; (2) a clear expression by the debtor that
what he tendered was subject to the condition that it was to be
in full satisfaction of the creditor’s unliquidated claim and

(3) a clear understanding by the creditor when accepting what was

“The rel ease indicates that it was signed by Stephen
Pellegri on 11/02/99 and for JTF on 11/03/99. The check from JTF
to Pellegri is dated 11/02/99. The check fromPellegri to
Roseann MIller is dated 11/01/99. Neil Phillips's letter
concerning the anount of the | oss conputation is undated, but a
page of supporting data indicates fax transm ssion on 11/05/99.
The record does not disclose the date of any oral agreenent
between the Pellegris and JTF. The neeting between petitioners
and Pellegri Sr., when Pellegri Sr. presented his check to
petitioners and showed them Phillips’s report, took place on
11/ 12/ 99.
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tendered that the debtor intended such remttance to constitute

paynment in full of the particular claimin issue. Thonpson V.

Wllianms, 259 Cal. Rptr. 518, 521 (C. App. 1989).

A witing is not essential to an accord and satisfaction; it
may be inplied. 1d. Wether a transaction constitutes an accord
and satisfaction depends on the intention of the parties as
determ ned fromthe surroundi ng circunstances, including the
conduct and statenents of the parties, and notations on the

instrunment itself. 1n re Marriage of Thonpson, 48 Cal. Rptr. 2d

882, 887 (Ct. App. 1996). A claimcan be discharged by accord
and satisfaction under California |aw even if a check is received
w thout witten or oral warning that the check is in ful
satisfaction of a claimif “the surrounding circunstances [are]
sufficient to give * * * [the creditor] notice of that fact.”

Keppard v. Intl. Harvester Co., 581 F.2d 764, 767 (9th G

1978). In the present case, although there was no restriction or
l[imting condition witten on the check, the circunstances were
sufficient to give rise to an inference that cashing the check

m ght discharge the claim Petitioners received the check
personally fromPellegri Sr., who infornmed themthat he had
negotiated a settlenent with JTF concerning the damage to the
apricots. Pellegri Sr. gave themPhillips' s report, which
explained in detail how the damages were conputed. Petitioners

subsequently were given a copy of the rel ease.
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Under California | aw know edge of a creditor’s agent may be
inmputed to the creditor to nmake an accord entered into by the
agent valid where the creditor, with know edge of the acts of the
agent, accepts the remttance fromthe agent and uses the

proceeds. B&WEngg. Co. v. Beam 137 P. 624 (Cal. 1913). In B&W

Engg.v. Beam supra at 628, the court stated:

if plaintiff’s assignor was not willing to accept such

paynment in full satisfaction of its claimin keeping

with the settlenent made by Ctowey it should, wthin a

reasonabl e tine, have repudi ated such settlenent and

returned the noney paid thereunder. * * * Failing in

this the acceptance and retention of the paynent in

guestion was, under all the circunstances of the

transaction, tantanount to an express ratification of

the conprom se made by Crowl ey, and operated to estop

plaintiff’s assignor fromdenying the authority of

Crow ey to execute such agreenent.

Here, the | ease agreenent between petitioners and the
Pel l egris did not address potential clainms against third parties.
The Pellegris did not have express authority frompetitioners to
rel ease JTF fromliability to petitioners arising fromthe crop
damage. Prior to the execution of the rel ease, petitioners had
notified G annecchini that the Pellegris were not authorized to
enter into a settlenent on their behalf. Petitioners also
retai ned counsel who advised themnot to cash the check,
apparently to avoid an accord and satisfaction. Under these
ci rcunst ances, we conclude that there was reasonabl e basis for
petitioners to believe that if, rather than repudi ating the

settlenment by the Pellegris by returning the check or at |east
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continuing their protest, they had instead cashed the check, then
an accord and satisfaction woul d have been creat ed.

Under the circunstances of this case, there was substanti al
reason for petitioners to believe that an accord and satisfaction
woul d have been created under California law if they had cashed
the check here in question in 1999. The realistic possibility of
an accord and satisfaction constituted a substantial limtation
or restriction on the receipt of the proceeds. Therefore,
petitioners were not in constructive receipt of the proceeds in
1999.

Revi ewed and adopted as the report of the Small Tax Case
Di vi si on.

To reflect petitioners’ concession,

Deci sion will be entered

under Rul e 155.




